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Fear of Debt Spiral Misplaced
Now that things have settled down in Washington DC,
politicians are focusing on a “grand compromise” to fix the
budget. Without reform, growth in entitlements will eventually
push federal spending back to levels last seen in World War II.
While there are all kinds of things to worry about in any
negotiations about entitlements, some analysts are spreading an
even more horrifying story. They say low interest rates are
hiding a potential catastrophe. Once interest rates rise, they
claim, the budget and the total debt of $17 trillion are going to
soar with interest costs boosting spending so fast that deficits
will turn into an uncontrollable death spiral.
Right now the federal debt is $17 trillion. And, if interest
rates rise from artificially low 0%, 1%, 2.5% levels, to more
sustainable rates of closer to 4%, look out below. On $17
trillion, that could mean an extra $500 billion per year in
interest costs, a huge jump considering that in 2013 net interest
costs were only $220 billion. This will force more borrowing
and even more debt and even more interest costs down the road.
But, this theory has several major holes. First, the relevant
debt for calculating the impact of a change in interest rates is
not $17 trillion. The government owns about $7 trillion of its
own debt, including IOUs held by the Social Security Trust
Fund (with only accounting interest costs) and bonds held at the
Fed (where the interest goes back to the Treasury). This creates
other problems, but it limits the impact of rising rates on the
budget. Excluding these, leaves roughly $10 trillion in debt.
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Second, although interest rates on newly-issued debt
averaged about 1% this spring, some debt was financed years
ago at higher rates. As a result, the average maturity of the debt
is about 4½ years and its average interest rate is about 2%. So,
if rates go back to 4%, that would generate an additional cost of
$200 billion per year (2 extra points applied to $10 trillion), not
the $500 billion that hysterical analysis promotes.
Of course, the extra $200 billion per year is still a lot of
money; it’s about 1.5% of GDP. That $200 billion plus the
debt service costs we already have would put us at about 2½%
of GDP, no higher than they were from 1984 to 1998, when the
US economy did quite well.
Third, the extra costs won’t happen overnight; they’ll take
several years to filter through after we get higher rates, because
the Treasury doesn’t have to roll over the entire debt every year.
The average maturity of 4½ years means rising costs will roll
out more slowly than many people think.
Last, and often overlooked, is that if rates are rising then
the economy is probably stronger and taxes are rising faster as
well. For example, an extra 1 point in real GDP growth for
only one year should add more than $30 billion per year in
revenue. Economics always has more than one moving part
We’re certainly not suggesting things are fine with our
fiscal situation. They’re not. Long-term reforms are essential.
But let’s focus on the real long-term threat, not exaggerated
threats that seem to be driven from raw fear and not analysis.
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